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PeNsION Paip TO Wipow oF FoRMER MANAGING DIRECTOR 
The following is a recent decision (not yet published) by the Common- 
wealth Board of Review. 


1. During the year ended 30th June, 1941, the taxpayer, a company, paid 
£520 to the widow of a former managing director in respect of which amount 
a deduction was claimed. 


2. The managing director had occupied his position for a period of years 


previous to his death. There was no clear evidence that he had ever been 
employed by the company in any capacity but that of director. 


3. No directors’ fees were ever paid, each director being paid a salary. 
The Articles of Association authorised the governing director—the father of 
the managing director, who died a few months before the managing director— 
to control the other directors, and provided for the establishment of a fund 
for the payment of pensions, etc., to employees or ex-employees—a power 
which had never been exercised. 


4. It was submitted to the Bédard, in reference to the applicability of 
Section 78 (1) (c) that the authority of the decisions in the cases Jn re Lee 
Behrens & Co. Ltd. (48 T.L.R. 248), Hutton v. West Cork Railway Co. 
(23 Ch. D. 654), N ormandy 7 v. Ind, Coope & Co. Lid. (1908, 1 Ch. 84) and 
In re George Newman & Co. (1895, 1 Ch. 674) was weakened by the earlier 
case of Smith v. Anderson (1880, 15 Ch. D. 247), in which it was said that 
“the office of a director is that of a paid servant of the company.” 

5. On this point, one of the members of the Board said: 

“To read these words as meaning that a director is an employee of a 
company is to misread the context. The word ‘servant’ was used to point 
to the service of a director as an agent of the company as distinguished 
from the capacity of a trustee as principal under a settlement or will. This 
appears from observations which immediately follow the words cited, 
namely: ‘The director never enters into a contract for himself, but enters 
into contracts for his principal, that is, for the company of whom he is a 
director, and for whom he is acting. He cannot ste on such contracts, 
nor be sued on them unless he exceeds his authority. That seems to me 
to be the broad distinction between trustees and directors.’ ” 


6. The same member also noticed that the rule that a director or managing 
director was not a servant of a company had also been applied in cases 






























216 THE AUSTRALIAN ACCOUNTANT JULY 


dealing with claims for the preferential payment af remuneration of such 
officers in the winding up of a company. In the case, In re Newspaper 
Proprietary Syndicate Ltd. (1900, 2 Ch. 349), it was said that— 


“A managing director is only an ordinary director entrusted with some 
Special powers. It is not relevant to say that he is entitled to remuneration 
by virtue of a special bargain, or that his remuneration is described as 
salary. It is sufficient for me to say that he is not, within the meaning of 
the statute, a ‘servant’ of the company. So far as I am aware, no such 
claim has ever been brought forward by a director” (pp. 350-1). 


7. Continuing, the member said: 


“In later cases, however, claims for preferential payment in a winding 
up have been admitted in respect of remuneration proved to have been 
payable to a claimant director for work done by him in a capacity which 
was truly that of a servant as distinguished from work done by him as a 
director. The typical case is Beeton & Co. Ltd. (1913, 2 Ch. 279). 

“The paramount factor is that the directors of a company are the agents 
of the company and can bind the company when acting within the actual 
or apparent scope of their authority. This constitutes a vital distinction 
between a director, as such, and an employee and it has a most important 
bearing on the company’s business dealings. 

“Because of this distinction, it would seem that the onus of proof lies 
heavily upon those who claim that a person who is a director or managing 
director of a company is also its employee. 

“That being so, it obviously cannot be held, on the facts before the 
Board, that the late managing director was an employee as well as a 
director of the company. There is not the slightest degree of evidence to 
that effect. On the contrary, the evidence shows that during the latter— 
and probably the greater—part of the period of his directorship he was the 
principal factor of the proprietary. His managing directorship strengthens 
the presumption that he was not an employee. In Dowse v. Marks (1931) 
13 S.R. (N.S.W.) 332, the directorate of the company concerned was 
similar in kind to that of the present taxpayer. In addition to a board of 
directors with the usual powers, there was a governing director with over- 
riding powers and a managing director to whom no specific duties or 
powers had been assigned. Harvey, J., held that the powers of the 
managing director, whatever they might be, must be derived from the fact 
of his being a director, and that he could not have greater powers than the 
Board without some express provision to that effect.” 


8. As regards a submission that, by reason of the governing director’s 
powers, the other directors were all employees, the member said: 

“The business of the company was in fact managed, in the ordinary way, 
by the directors acting and meeting as such, and I have no doubt whatever 
that in any case of the kind the powers of the ordinary directors and of the 
board of directors remain unimpaired except to the extent (if any) to 
which the governing director actually exercises his over-riding powers 
with respect to particular matters.” 


9. It having been further submitted that the term “employee” for the 
purposes of Section’78 (1) (c) should be properly interpreted as meaning a 
person who was at any time an employee of the taxpayer concerned, the same 
member said: 

“T have some doubt as to this. The employment contemplated by the 
word ‘employee’ seems to. me to be the ‘service of the employee’ in con- 
sideration of which the pension is paid. Upon this view, the pension 
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would not have been an allowable deduction because, even ifthe managing 

director had been an employee in the early days of the company, it is clear 

that the pension was not paid to his widow—to any appreciable extent, at 

all events—in consideration of his past services in that capacity.” 

10. As to whether or not the case came under Section 51 (1), the member 
said : 

“Tt has never been held that a pension or other allowance paid by a 
taxpayer in business to a retiring or deceased director or employee or his 
dependants solely in respect of past services of the director or employee 
is an allowable deduction under income tax provisions dealing with the 
allowance of business outgoings generally. Whenever such a payment has 
been held to be deductible the decision has been based on the fact that it 
was made in the future interests of the business (Mitchell v. B. W. Noble 
Ltd., 11 T.C. 372; Maryborough Newspaper Co. Ltd. v. Federal Commis- 
sioner of Taxation, 43 C.L.R. 450; Union Trustee Co. Ltd. v. Federal 
Commissioner of Taxation, 53 C.L.R. 263). ‘There must be a connection 
between the purpose of the payment and the further pursuit of gain. 
There must be some facts which justify the inference that the outgoing 
was incurred to conduce to that end’ (per Rich, J., in the Union Trustee 
Co.’s case at p. 269, and cf. Dixon, J., at p.‘271.) 

“There is not the slightest evidence that the pension was anything other 
than a purely voluntary grant to the widow which was prompted by 
feelings of gratitude for the long and valuable services of her late husband 
and was probably not uninfluenced by feelings of sympathy.” 


Boarp’s Decision: Claim disallowed. 


COMMISSIONER CANNOT SUPPORT AN ASSESSMENT Upon Basis OF 
PROVISIONS OTHER THAN THOSE Wuicu He Has StatTep 
To Be Basis or ASSESSMENT 


The following is an extract from the judgment of Latham, C.J., in Danmark 
Pty. Ltd. v. F.C. of T.; Forestwood Pty. Ltd. v. F.C. of T. (1943) 2 A.1.T.R. 
at p.517: 

“When a taxpayer receives an assessment which purports to be made 
under a particular provision of the Income Tax Assessment Act he is 
entitled to ask a board of review or a court to deal with the assessment 
in relation to the particular provisions under which the Commissioner pro- 
fesses to have made the assessment and in respect of which he has framed 
his objections. If an assessment is made by the Commissioner under one 
section and the taxpayer lodges objections in relation to the assessment as 
so made, and if he is limited upon a review or an appeal to the grounds stated 
in his objections, it would be manifestly unfair to allow the Commissioner 
to support the assessment upon the basis of provisions other than those which 
the Commissioner has stated to be the basis of the assessment.” 


PAYMENTS Out oF Prorits v. PAYMENTS Mabe To EARN PROFITS 


Two companies entered into a pooling agreement whereby their profits and 
losses were added together and shared between them in agreed proportions 
each year. During the years 1935 to 1939 company “A” made payments to 
company “B” under this arrangement. The auditors contended that these 
payments were trading expenses to the one company and trading receipts to 
the other. This view the Crown rejected, claiming that they were annual 
payments such as interest or annuities. Company “A” then claimed that 
they were dividends from which tax, under English law, could be deducted 
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without having to account for it to the Crown. It was held, applying the 
principles of Last v. London Assurance Corpn. (1885) 2 Tax Cas. 100, that 
the payments constituted dividends, since the word “dividend” in all schedule 
rules, r. 20, must be interpreted as including a share of profits payable under 
contract (Utol, Ltd. v. I.R. Comrs. [1944] 1 All. E.R. 190). 

In the case of Last v. London Assurance Corpn. (1885) 2 Tax Cas. 100, 
it was held that a bonus paid by a life assurance company to a participating 
policy holder was in effect a dividend, as the participating policy holder had, 
by paying a higher premium than a non-participating policy holder, purchased 
a share of the profits. Under the Commonwealth Act, a reversionary bonus 
on a policy of life assurance is definitely excluded from the term “dividend” 
as defined by s. 6. 


PRoFIT ON SALE OF SHARES 
Whether Company a Trading or Investment Company 

The appellant company was taxed in, respect of income year ended June 30, 
1938, upon the basis that in that year it was a company carrying on a 
business of trading in shares. In that year the company sold shares at a 
profit. The company contended that the sale of shares represented the 
realisation of capital assets aequired as investments. Its Memorandum of 
Association empowered the company “to acquire, hold and deal with shares, 
stocks, etc.” At the initial meeting of directors in 1930 a resolution was 
passed declaring that the principal business of the company was buying and 
selling shares. The company was accordingly assessed as a trader in shares 
for 1931 and 1932. In November, 1933, the 1930 resolution was rescinded 
as from the date it was passed and it was resolved that the company’s assets 
should not be regarded as stock in trade but as investments. Amended 
returns for 1931 and 1932 were lodged and the company was assessed on 
the new basis for those and also for subsequent years until 1938. In 1931 
shares to the value of £750 were sold. There were no sales between 1933 
and 1936, inclusive. Shares to the value of £1,800 were sold in 1937 and 
to the value of £7,000 in 1938. From 1933 to 1938 the value of the shares 
held exceeded £50,000. Evidence was given that the shares were sold in 
1938 for the purpose of providing money to reduce the company’s overdraft, 
the interest on which exceeded the yield on the shares. Held (Latham, C.]., 
and Williams, J.; Starke, J., dissenting) the profit on sale of the shares 
in 1938 was not assessable. Forestwood Pty. Ltd. v. F.C. of T. (1943) 
2 A.L.T.R. 517. 

“The first resolution was rescinded ‘as and from the date upon which it 
was passed.” The Commissioner accepted the second resolution as being 
effectively retrospective. In my opinion the second resolution could not 
undo what had been done, and, in particular, could not, in 1933, affect the 
liability of the company for income tax in preceding years. But the resolution 
would nevertheless be effective for the future if it was a real resolution 
bona fide passed and actually carried out. The fact that the effect of the 
change of policy in relation to income tax was an element in bringing about 
the change (as it doubtless was) would not show absence of bona fides if the 
change was actually made,” per Latham, C.J., at p. 547. 


LiaABILITy FoR INCOME Tax NoT A “Dest” UNTIL QUANTIFIED 


As a result of investigations made in the years 1932 to 1935 it was found 
that a company had underpaid excess profits duty to the amount of 
£14,449/11/- in respect of the years 1918-1920. On September 22, 1937, 
the Board of Inland Revenue accepted an offer of £10,000 made by the 
company’s accountants in settlement of the liability. 
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The company which had selected the years 1935-1937 as its standard 
period for the purpose of excess profits tax contended that the sum of 
£10,000 was a debt due by it to the Inland Revenue as from January 1, 
1935. The Board contended that even if there was a liability on January 1, 
1935, that liability did not become a debt, within the meaning of Sched. VII 
of the Finance (No. 2) Act, 1939, until it was quantified. The latter view 
prevailed, the court holding that the word “debt” was used in its proper 
sense of an ascertained sum, and there was, therefore, no liability until 
September 22, 1937. (1.R. Comrs. v. Bagnell Ltd. [1944] 1 All E.R. 204.) 


FAMILY PARTNERSHIPS 


C. admitted his wife and two daughters to partnership, retaining by deed 
the sole management and control of the business. Profits and losses were 
shared equally but of the share of each female partner 70 per centum was 
to be credited to capital account and could not be withdrawn. The remaining 
30 per centum was to be credited to drawing account, but could only be 
drawn upon with C.’s approval. C. could credit profits to his capital-or 
drawing account and could withdraw from the latter at will. No capital was 
payable to any partner without the consent of all partners. Interest was 
allowed at 6% p.a. upon capital and drawing accounts. 

The Commissioner assessed the partnership under s. 94 with the additional 
tax attributable to the inclusion in C.’s assessment of the female partners’ 
shares of profit. In confirming this assessment the Board of Review decided 
that the real and effective control of the female partners’ shares was not held 
by them, but by C. The partnership then appealed to the High Court. 

Held (Latham, C.J.) s. 94 was not applicable and that the appeal be 
allowed. Robert Coldstream Partnership v. F.C. of T. (1943) 2 A.LT.R. 
572. 


MEANING OF “INCOME” 


“It is not necessarily true that ‘income’ means the same thing in the 
Constitution and the (current) Act. A word is not a crystal, transparent 
and unchanged; it is the skin of a living thought and may vary greatly in 
colour and content according to the circumstances and the time in which it is 
used.” 

Extract from the United States case of Towne v. Eisner (quoted in “The 


‘Tyranny of Words” by Stuart Chase.) 


“FreEE OF INCOME Tax” 


A testator made a disposition in the following terms: “I give free of all 
duty to my secretary ... an annuity of £520 during her life without power 
of anticipation, such annuity to begin from the date of my death and to be 
paid free of all deductions whatsoever. . . . The question grose as to whether 
the annuity was given free of income tax. Held by Uthwatt, J., in the 
Chancery division, that income tax is not a deduction from an annuity, and, 
in the absence of an intention in the will that income tax shall be treated as 
a deduction, the annuitant must bear the tax. Following are extracts from 
the judgment: 

“Testators frequently provide that an annuity of an amount specified by 
them is to be free of income tax, or is to be paid without deduction of income 
tax. These words do not fit in at all comfortably with the provisions of the 
Income Tax Acts, for it is beyond the competence of testators to free an 
annuity from income tax. . . . But the Income Tax Acts are not read as 
controlling the expressed intention of testators. ... The armuity as specified 
by the testator in money is increased; the increased annuity is not free of 
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income tax and tax is deducted on paymient made to the annuitant.. But the 
testator’s intention has been carried out . . . it is not necessary that income 
tax should in terms be referred to. The purpose sought to be achieved, for 
instance a direction to pay the: rates incident to devised property, or the use 
of an artless phrase—I hazard the example of a ‘life annuity of £1 a week 
spending money payable every Saturday’—may well show an intention that 
the sums are to be net sums after the tax has been accounted for. . . . The 
only thing that is necessary is an adequate expression of the testator’s 
intention. .. . If a testator means a’ specified annuity to be received clear of 
income tax he should say’so in express terms and not use a general formula. 
In so doing a testator would not in the general case be abandoning an accus- 
tomed method of stating his ideas, for views on income tax are not usually 
conveyed under the cover of an amiable general phrase.” (Re Hooper 
(deceased), Phillips v. Steel ({944] 1 All. E.R. 227.) 
THE Crown CANNot MAKE CONDITIONAL ASSESSMENTS 

Under the English Trustees Act, 1925, statutory trusts are declared which 
in the case of an infant with a vested interest in income who dies during 
minority destroy his title to the accumulations and direct them to be held, 
not as part of the infant’s estate, but as an accretion to capital. Income may 
be applied, however, for an infant’s maintenance, education or benefit. 

In a recent case an infant became entitled to a vested life interest in certain 
estates upon the death of his father. The Crown waited until he attained his 
majority, and then issued assessments for sur-tax upon income accumulated 
during his minority. The Court of Appeal held, reversing the decision of 
the lower court, that the interest of the infant during his minority was, in 
effect, a contingent interest only, and that he was not assessable. 

Lord Green, M.R., delivering the judgment of the court, said: “There can 
be no such thing as a conditional assessment, and the Crown can derive no 
support for its claim from the fact that it did not make the assessments 
until the title of the appellant to the accumulations became absolute when he 
attained his majority. If the Crown is right in its claim, it can only be for 
the reason that assessments could lawfully have been made year by year 
during the minority of the appellant in respect of the surplus income of the 
estate and the circumstances that in the event he in fact attained his majority 
is entirely irrelevant.” (Stanley v. 1.R. Comrs. [1944] 1 All. E.R. 230.) 





Exemption of Pay and Allowances of Members of 


Defence Forces 
By O. E. BrErGer, A.1.C.A. 


New s. 23 (s), inserted by the Commonwealth Income Tax Assessment 
Act, No. 3 of 1944, was discussed in the June, 1944, issue of the journal. 
This paragraph (s) of s. 23 has had rather a stormy career. In its original 
form, it was conceived in 1940, replaced by a new paragraph in 1941, amended 
in 1943, and entirely re-born in 1944. From its humble beginning in 1940, 
this paragraph has now developed into one of the most complex paragraphs 
of the whole Act. It may not be out ‘of place to observe here that the 
provisions in the Commonwealth Act relating to the taxation, or exemption, 
of pay and allowances, pensions, etc., of members (or their dependants) of 
the Defences Forces, including seamen of mercantile marines, are steadily 
mounting. 
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As a result of conditions arising out of the present war, the Principal 
Act has amended or introduced, as the case may be, the following provisions : 


(1) 
(2) 


(8) 
(9) 
(10) 


(11) 


S. 23 (k): Exemption of war pensions. 

S. 23 (ka): Exemption of invalid, old-age and widows’ pen- 
sions. : 

S. 23 (s): Exemption of pay and allowances of members of 


Defence Forces. 

S. 23 (t) (i): Exemption of dependants’ allowances to mem- 
bers of Defence Forces. 

S. 23 (t) (ii): Exemption of deferred pay (including interest 
thereon) of members of Defence Forces. 


S. 23 (u): Exemption of pay and allowances of members of 
Allied Forces serving in Australia. 

S. 23 (v): Exemption of income of overseas experts assist- 
ing Commonwealth Government in defence of 
Australia. 

S. 23 (w): Exemption of income of merchant seamen of 
British and Allied nations. 

S. 81: Special deduction for members of Defence Forces 
or accredited persons or merchant seamen. 

S. 102AA: Payments to fund providing benefits to persons 
on war service. 

S. 265A: Release of liability of members of Defence Forces 
on death. 


Section 23 (s) is undoubtedly the most troublesome of the above war-time 


provisions, 
examples. 


and it is proposed to illustrate its practical application by some 


(1) A enlisted in the A.I.F. on September 4, 1939, and embarked for 
service overseas on May.15, 1940. He returned to Australia on July 


15, 


in 


1942, but not through injury or illness. He remained on service 


Australia until January 15, 1943, when he embarked for service in 


New Guinea. He returned to Australia from service in New Guinea 


on May 30, 1943, and has since remained on service here. A’s 
taxation position as regards his military pay and allowances is as 
follows : 

(a) His pay and allowances earned in Australia for the period Sep- 


(b) 
(c) 


(d) 


(e) 


tember 4, 1939, to May 14, 1940, are exempt under s. 23 (s) 
(ii) (1); 

his pay and allowances earned out of Australia for the period 
May 15, 1940, to July 14, 1942, are exempt under s. 23 (s) (i); 
his pay and allowances earned in Australia for the period July 
15, 1942, to January 14, 1943, are again exempt under s. 23 (s) 
(ii) (1), because within the year of income he left Australia 
for service out of Australia and during the following twelve 
months he was on service out of Australia for a continuous period 
of not less than 90 days; 

his pay and allowances earned in New Guinea for the period 
January 15, 1943, to May 29, 1943, are exempt under s. 23 (s) 
(i) ; 

his pay and allowances earned in Australia for the period Mav 
30, 1943, to August 27, 1943 (90 days) are exempt under s. 23 
(s) (iii) (1). 
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If A again embarked for service out of Australia not later than June 
30, 1944, and during the twelve months following remained on service 
out of Australia for a continuous period of 90 days or discontinuous 
periods aggregating 180 days, his pay and allowances earned in Aus- 
tralia for the period August 28, 1943, to date of embarkation would 
be exempt under s. 23 (s) (ii) (1). Such pay and allowances would 
still be exempt if he returned to Australia before the completion of 
the period of 90 days if his return were due to injury or illness 
(s. 23 (s) (ii) (1)). 

(2) B joined, the R.A.A.F. on December 15, 1940. He served in 
Australia as a member of the ground staff not engaged on flights out 
of Australia until July 31, 1942, when he left Australia for service in 
New Guinea. He returned to Australia from New Guinea on Sep- 
tember 30, 1942, and was again posted to New Guinea as a member 
of an R.A.A.F. squadron on November 15, 1942. He returned to 
Australia as a result of an accident on January 31, 1943. He resumed 
duties in New South Wales on April 15, 1943, and on November 1, 
1943, he was attached as a member of an air crew of an R.A.A-F. 
squadron stationed in Northern Australia; the squadron is engaged 
in operational flights outside Australia. He is still a member of that 
squadron. B’s taxation position as regards his R.A.A.F. pay and 
allowances is as follows: 

(a) His pay and allowances earned in Australia for the period 
December 15, 1940, to June 30, 1941, are not exempt under old 
s. 23 (s) (ii) because he did not leave Australia within twelve 
months after the close of the year of income; 

(b) his pay and allowances earned in Australia for the period Julv 1. 
1941, to July 30, 1942, are exempt under new s. 23 (s) (ii) (1): 

(c) his pay and allowances earned in New Guinea for the periods 
July 31, 1942, to September 29, 1942, and November 15, 1942. 
to January 30, 1943, are unconditionally exempt under s. 23 
(s) (i); 

(d) his pay and allowances earned in Australia for the period Sep- 
tember 30, 1942. to November 14, 1942, are exempt under s. 23 
(s) (ii) (1), because B’s return to Australia was owing to 
injury or illness, and also under s. 23 (s) (ii) (2), because B 
was, within the period comprised of the year of income and 
twelve months thereafter, attached as a member of an air crew 
of a squadron in Australia who are engaged in operational 
flights out of Australia for the required periods: 

(e) his pay and allowances earned in Australia for the period 
January 31, 1943, to July 13, 1943 (that is, until 90 davs 
following his resumption of duty in Australia on April 15. 
1943) are exempt under s. 23 (s) (iii) (1) and also exempt 
under s. 23 (s) (ii) (2) for the reason explained in (d) above: 

(f) his pay and allowances earned in Australia for the period July 
14, 1943, to October 31, 1943, are exempt under s. 23 (s) (ii) 
(2); 

(g) his pay and allowances earned as a member of the air crew of 
a squadron engaged in operational flights out of Australia, as 
from November 1, 1943, are exempt under s. 23 (s) (ii) (2). 

As explained in the June issue of the journal, new s. 23 (s) applies in 

respect of pav and allowances earned during income year which commenced 
on July 1, 1941, and subsequent years. 
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THE AUSTRALIAN ACCOUNTANT 
The CT Reports Again 


By A. Ciuntes Ross, B.SC., F.I.C.A. 





It's not a yean since I said something about the Twenty-third Report of 
the Commissioner of Taxation, but this time I had the good fortune to see 
Mr. Jackson in his lair at Canberra, so I am more up to date this time. “Lair” 
suggests an ogre of some kind, and probably quite a lot of people think of 
the CT that way. Perhaps some accountants have actually suggested to a 
client (in other words) : “The CT will catch you if you don’t watch out”— 
just as foolish parents used to try to enforce discipline by threats of the 
policeman. Children in these days have learned to know the policeman as 
a friend rather than an enemy; perhaps it would be stretching things a little 
to think of the CT in his offitial capacity as a good friend, but the reasonable 
taxpayer can come to know Mr. Jackson and his officers as skilled men doing 
a difficult and not always pleasant job patiently and efficiently. 

The Twenty-fourth Report gives summarised figures for the financial year 
1942-43 and detailed analyses for the preceding year as well as comparative 
figures for a series of years. It is perhaps needless to say that collections 
from income tax have grown largely but, even if you consider the rise in 
your own assessment, you may not have realised how large the growth has 
been. The figures (to the nearest million pounds and including “fancy” 
taxes such as war-time (company), undistributed profits, and war tax) for 
the five years to 30/6/43 were 12, 16, 43, 77 and 141. The next year’s total 
will, of course, show another jump, but not even the Treasurer can compete 
with the flea in jumping ability so that the next jump will not be so great. 

The CT’s first figures are summaries of his achievements. I might say 
“of his justice,” because immediately after he gives a record of his mercy— 
the amounts of relief on account of hardship and amounts written off as 
irrecoverable. These also have been creating new records each year, but 
the figure for any one year will in the main refer to earlier years’ assess- 
ments. From 1941-2 to 1942-3, hardship cases rose from 989 to 3041 (about 
ten every working day!), but total amount only from £51,000 to £104,000 
(nearest £1000). Bad debts went from £50,000 to £117,000. Some people 
still know how to “get away with it.” 

Under the heading of Amendments to the Law, the CT has available for 
reference the 1943 Act reducing the minimum taxable income from £156 
to £104 (which he expected to bring into his net about 300,000 people of 
whom he was not previously aware). There were also the daughter, house- 
keeper and invalid child rebates (I still can’t see why the child has to be an 
invalid if over 16), the changes in instalment rates, and the registration of 
tax agents—quite a nice bracket of amendments. He mentions that deduc- 
tions by employers from employees’ earnings nearly doubled-—from £25-2m.* 
to £48-6m.—£26-8m. in income tax stamps and £21°8m. by cheques from 
group schemes. 

Next we see the CT’s mind working towards a new amendment of the 
Assessment Act. You remember s. 94, which aims at catching one piece of 
taxation wickedness: that of evading an amount of tax “reasonably” payable 
by forming nominal partnerships including (say) @ wife and a child or two. 
The object of the section seems so clear and also so equitable that it would 
seem simple to put it into unmistakable words. But—clever lawyers have 
persuaded the Board of Review and the High Court that the words have a 
meaning which allows some people to escape whom, in the opinion of the 
CT, the legislature intended to hit—perhaps not fatally but at least fairly in 


* This stands for £25,200,000 and is the actual amount, to the nearest £100,000. 
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the pocket. The new wording did not get into the first 1944 amending Act, 
but it will come. Will it catch the present escapees? You do see why the 
CT has sometimes been thought of as an ogre. 

After that literary interlude, we return to figures—of total debits raised 
and of amounts outstanding at the close of business. Of course both increased 
largely: total debit from £82-3m. to £141-1m. (a rise of about 73%) and 
outstandings from £13-1m. to £18°8m. (about 44%). This lower rate of 
rise is no doubt due to the influence of methods of instalment payment. A 
preceding table gave £137-6m. as collections from income tax; this one gives 
only £12-4m.—the difference, no less than £15-2m., is due “almost entirely 
to deductions collected from employers during the year, the stamps for which 
were not presented by employees and applied in payment of tax by June 30.” 
Am I right in suggesting that this discrepancy will provide a few headaches 
when June 30, 1944, arrives and matters are complicated by pay-as-you-earn 
provisions ? 

Ag regards undistributed income of private companies: in respect of the 
financial year 1941-2, there were issued and to be issued 6056 assessments 
to produce tax of £6°3m. The number was about the same as in the pre- 
ceding year, but then the tax was only £3-8m. Can you give a reason for 
this jump? 1942-3 was, of course, scarcely under way. For non-private 
companies there was little change in numbers, but what there was was down- 
wards and tax (including estimated assessments to issue) fell from £2:6m. 
in 1940-1 to £2-4m. in the next year, and further to £1-6m. in 1942-3. Why? 
—has the penalty caused companies to distribute nearly all their profits? A 
later table gives a hint. 

Next the Board of Review's activities are summarised in tables which 
show that requests made by taxpayers before 1/7/42 and not decided by that 
date totalled 236, to which may be added 189 received during 1942-3— 
exactly the same figure as in 1941-2. At 1/7/41, there were 148 outstanding; 
this with 189 during the year gives 337. Deduct the 236 outstanding at 
1/7/42 and we learn that 101 were more than a year old. Add the other 
189 and we have 290 under consideration during 1942-3. 

The Statistical Appendices begin with a general summary of numbers of 
taxpayers, total taxable incomes, and total tax. Taxpayers more than 
doubled in number, reaching over 1,370,000—but, of these. nearly 600,000 
were subject to war tax only. That was the year of war tax—which most 
of us have already forgotten. That 600,000 was made up mainly of single 
people with income between £156 and £201 and married people with incomes 
over £200, but whose dependants brought them effectively below the limit. 
Would you have thought that there were so many in that seemingly narrow 
band of income earners? The war tax brought in about £8-4m. 

The big table analysing individual incomes by grade tells us of certain 
fortunate fellow citizens. There were eight who returned over £50,000 
income: one confessed to £50,287 from personal exertion alone: another, to 
£68,613 from property alone. (Now, who on earth were they? Some people 
could no doubt make a shrewd guess; the CT has nearly broken his oath of 
secrecy.) They were allowed to keep £12,477 and £17,774 respectively— 
but that was before rates became really high!. The eight between them 
returned over £600,000 and paid (or at least were assessed with) over 
£334,000 tax. They should have been proud of their contribution to the 
war effort, but probably had some grumbles to make. The same table will 
show you, with a little calculation, that net income per taxpayer does not 
vary greatly from State to State; Victoria beat N.S.W. by a short head and 
S.A. is close up third. 

Next come the progressive totals of the “grade” figures of the preceding 
table. There were over 300,000 with taxable incomes under £101 (exclusive 
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of the 600,000 war tax specialists) ; they were 39% of the total, but had 
incomes only 7% of the total and paid nearly 3% of total tax; 30,000 people 
had incomes of £1000 or more. They were about 4% in number, but found 
two-thirds of total tax. 

Analysis by grades and office of return confirms the wealth of Victoria 
but sheets it home to a few individuals; numbers in each grade are higher 
in N.S.W. until we come to the £10,000 level: above that Victoria could 
boast 82 against 57 for the rival. Up north there were only 8; in S.A. 4; 
in W.A. 1. No, none in Tasmania. You may perhaps find it hard to believe 
that only one in the Capital Territory returned over £3000. But perhaps 
these remarks are not quite what they seem to mean because 146 over the 
£10,000 mark reported to Central Office. 

Turning to companies, there were 23 that reported incomes of half a 
million or more compared with 19 the previous year, but total was £20-8m. 
against £21:5m.—a lower average. This year the total number reporting 
was divided into private and non-private and the result is striking: 14,349 
included 10,159 private, so that it is no wonder that the taxation of these 
has been the subject of much discussion. Out of a total taxable income of 
£110:3m. the private group returned £34-5m. Dividends rebated reached 
£8-7m. and dividends paid £50°7m.; tax assessed totalled £19-9m. It is 
apparent that reserves continued in spite of undistributed profits tax which, 
you may remember, amounted to £5:1m. in that year. 

Analysis by industries shows that the doubling of the total number of 
individual taxpayers was accompanied by similar increases in most groups, 
but “Engineering,” “Food and Drink,” “Road Making,” “Shipping” and 
“Public Administration” rose much more in proportion; “Banking” is the 
only one which remained fairly steady. The percentage of tax paid by groups 
remained almost unchanged—‘“Engineering” rose appreciably, but “Land and 
Professional” fell. The similar analysis of companies shows a small rise in 
nearly every group except “Shipping,” which fell from 355 to 192; no fewer 
than 163 companies passed out of the tax-paying class—something of a 
mystery ! 

The next table gives tax per taxpayer both in income grades and in each 
of ten years. For individuals, what seems to be a contradiction appears: 
each income group shows an increase per head—highest of course in the 
group of £200 and under, where it almost exactly doubled—but the figure 
covering all groups actually fell from £47/16/- to £34/8/-. The point is 
that the total includes over half a million taxpayers who paid about £3 a 
head in war tax only—leave them out and the average rises to about £59. 
Companies came up from £1446 to £2385, but their proportion of total tax 
rose only from 40% to 42%. 

Questionable returns as usual provide some human interest. A certain 
sharebroker died and in respect of three disconnected years he was £142,560 
short in his returns.* His estate was mulcted of £84,891/10/- additional tax 
—the whole story would probably make quite a good novel. A “turf com 
mission agerit’’ (is this another name for a bookmaker?) in seven years 
omitted £4,758 and paid £688 additional (had he laid off any part of the 
contingent liability?) ; another of the same trade (profession?) died, but his 
estate paid only £78 on omissions of nearly as much. Hotelkeepers appear to 
be casual in these matters—one of them omitted £116,845, paid (or at least 
was charged) £25,690; at some stage he died and, because of the then form 
of the law, he or his estate escaped further punishment. One “retired 
university professor and journalist” lived up to the reputation of his major 
profession for absentmindedness and, as a consequence, had to find an extra 
£162 for forgetting £4006 during eleven years. 

As regards numbers of cases where additional tax amounted to over £50, 
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Victoria wins hands down with 65, against Queensland running second with 
34. But in those with the extra tax under £50, S.A. ran up to 1405, with 
W.A. next at 258! Does this mean that the inhabitants of S.A. are very 
sinful, but only to a minor degree?—if not, what does it mean? Cases for 
recovery of tax or for failure to furnish returns totalled 4340, of which 
Victoria provided 1363, again winning easily ; S.A. also beat N.S.W. in being 
slow payers, but only 27 in S.A. failed to send in returns as against 374 in 
N.S.W.! In this last heat, Victoria and Queensland beat N.S.W. 

The War-Time (Company) Tax statistics show some interesting facts. 
There were two companies in the “over a million taxable income” group and 
their total wag £4°6m.; one or both passed the million figure by a good 
margin. Between them this pair had £18-2m. paid-up capital, but “employed” 
£31-6m. Their tax on excess profits was £466,419, but deduction of super- 
tax left £244,948. There were in all 648 companies concerned with paid-up 
capital at £153-5m. and “employed” at £212-9m.; their taxable income was 
£38-4m. and taxable profit £27-8m., of which £17-2m. was “excess.” 

Analysis by grades of percentages of taxable-profit to capital-employed 
disclosed that 19 ran up to over 50%, but over half did not pass 11%. The 
final table classifies taxpayers by industries; practically every class increased 
in numbers as compared with the previous year and one new class crept in: 
a little bank with a paid-up and employed capital of £115,778. There must 
be some interesting facts behind the change in “Construction and Repair of 
Buildings”: in 1940-1 there was only one and it had £35,000 capital; in 
1941-2 three with paid up at only £62,050 but “employed” at £1,116,404! The 
“Gas, Water, Electricity” group shot up from 4 to 14 and was the only group 
“employing” less capital than was paid-up. In the previous year 15 “Land 
and other Property” showed £11:6m,. paid-up but only £4-5m. “employed” ; 
this year the number went up to 44 but paid-up dropped to £8-9m. and 
“employed” rose to £11-5m. Quite a number of other changes could be noted, 
but, without further information, they are little more than statistical freaks. 

It will be at least a year before we hear from the CT again (that is, in the 
form of a report), and then there will be another fine set of figures. “Pay- 
as-you-earn” will not come into them, but the change in the method of allow- 
ing concessional deductions will. Comparisons will be interesting. 





Efficiency of Labour Costs 
By Joan TOMKINSON, A.I.C.A., A.A.IS., A.C.A.A. 


Time is money. Too often the important meaning of this slogan is 
overlooked and valuable time—that is money—is wasted in labour costs. 

While a standard labour cost should comprise an average time content and 
an average wage rate, both essentials having been forecast with a broad yet 
not excessive view to contingencies, the target should be for the most efficient 
labour costs to be obtained on the job. It should be an important aim to 
have unabsorbed elements of labour on both the time and rate accounts, 
provided, of course, that an efficient operation is the primary objective. 

Of the two elements, the rates will be the more easily controlled, for rates 
of pay will in most cases be established by awards and local conditions and 
in normal times it will not be so very difficult for a good staff superintendent 
to provide and allocate various grades and ages of employees to the respective 
requirements of the task. 

The other element, that of time, requires more effective management and 
the efficient use of time can largely decide the character of labour costs. 

Time efficiency in a standard labour cost can only be properly compared 
when there is a sound basis for the standard efficiency. At the outset, the 
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time must be determined by careful standards with the correct grade of 
operative on the work and with average conditions prevailing. Thereafter 
it should be the duty of those in charge to see that operations come as 
closely within those standards as the succeeding conditions will allow. 

The delegation of time efficiency control to foremen who have been selected 
for their abilities of co-operation can play a large part in safeguarding the 
time employed. An efficient foreman will allot the work most suitably to 
the employees and see that the work comes to them in a constant, even flow. 
His time can be of more assistance to production if it is spent in proper 
supervision and ensuring that there is as little idle time as possible than 
if he were bustling about with an appearance of busyness or working on the 
machines himself. Too often a foreman loses sight of the fact that his own 
high paid time can bé of more value if used to promote the efficiency of those 
under his charge than if he were to take part in the manufacture itself. It is 
usually recognised that ten men in a gang will only do the work of half their 
number unless they are properly supervised. The foreman’s time is as 
wrongly used in the ordinary processes of manufacture as that of a senior 
executive who insists on attending to the routine bookkeeping. Henry 
Cassidy, a war correspondent in Moscow, writes that Joseph Stalin uses his 
time only on the most important problems. He concentrates on major 
decisions and leaves routine work for his juniors. And what better example 
of efficiency could be offered to-day than this business of Russia. 

The true success of time efficiency, that is putting more value into the day 
or hour, obviously comes from good management, and good management 
springs right from the top. 

An efficient managing director will have an efficient manager, an efficient 
manager will have efficient executives in his office and factory, and an 
efficient factory executive will select efficient foremen. Each man takes his 
example from the man above him and it is from the managing director that 
the efficient management and good working conditions will first issue. 

As efficient management deyelops departmentally, it should gather the very 
best methods and ideas that all those along the route can contribute to the 
moving force. 

Good working conditions will promote a better type of worker and this is 
one of the best methods of stimulating production. Conscientious workers 
can reduce time costs more than any other factor, for besides putting more 
value into their own working hour they reduce the more expensive time of 
the foreman’s supervision. Modern conditions should provide training and 
other incentives for developing emplovees until they learn more about their 
work and therefore earn more. This gives them a more real sense of their 
contributory value to the manufacture and they begin to think more and give 
more contentedly of their efforts. 

Some managements will give first class attention to the plant while forget- 
ting that to create efficiency in the workers they, too, need to be geared as 
carefully as the machines. 

One of the best methods of stimulating enthusiasm for efficiency and 
conscientious work is by example and leadership. It is one thing for an 
executive to teach and convince a worker the relative value of his time and 
the necessity of every minute of it being efficiently spent in production, and 
another thing for the same administrator to undo all the good of that lesson 
by obviously wasting his own higher paid time. Many managers will work 
at junior tasks without thinking of the value of the time they expend. Every 
iob should be considered in light of its value, and the simple tasks allotted to 
junior paid men; for otherwise whenever a senior man does the work of a 
junior he decreases the time efficiency content. 

For example, it is difficult to persuade the worker of the value of his own 
time and how to preserve it efficiently if he is able to see his managing 
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direttor on a salary of, say, £3,000 per vear—approximately 6d. per minute— 
doing some minor task such as writing a receipt or executing some minor 
errand more suitable for an office boy, the cost of which in rough reckoning 
may work out at something like two or three shillings. Even if the worker 
is not aware of his superior’s exact salary and is no mathematician, he is 
still in‘a position to approximate this waste of efficiency with fair accuracy. 

The work of management is thought work and it is for these thoughts an 
executive is paid. His time should be spent in planning, making decisions 
and devising improvements. If he sits and thinks for an hour and those 
thoughts are constructive, then even though this particular concentration may 
have cost the company more than a pound, it may still be a cheap purchase. 

It has been estimated that the average dictated letter costs two shillings 
and sixpence worth of time, so that it is obvious that senior executives should 
not have to bother with replies to routine letters. Their time should be 
reserved for correspondence which requires decision and judgment. Henry 
Ford does not write letters at all. 

It is, of course, widely recognised that one labourer will do up to as much 
as three times the work of another, one salesman will sell much more than 
another. This is not just a matter of luck, but usually the result of one man 
being in possession of more knowledge or specialised training than the other 
one. The man who cannot make the grade or the standard set, and who 
therefore hampers the time efficiency standards, is sometimes not at fault 
personally. It is the system under which he works, a system whereby he 
does not receive the proper training to equip him for his work. Foremanship 
means training the workers, not compelling them to learn by trial and error 
or by picking up unskilled methods from other workers. Sometimes a worker 
may have no proper realisation of what his duties actually comprise. Planning 
prevents muddling and stoppages and the foreman should give instructive 
supervision on a planned basis. 

The English press recently reported that bricklayers who before the war 
averaged the laying of about 700 bricks per day are now laying only about 
half that number. On occasions up to 2,000 bricks per dav are known to 
have been laid under favourable conditions by one bricklayer, so that 
obviously there is a lack of competence here which seems to point to unskilled 
labourers, perhaps for reasons of manpower, operating without instructive 
supervision. Perhaps one hint that a skilled foreman could give might have 
the effect of considerably speeding up operations. 

In the above instance it would seem that only a very small percentage of 
the possible efficiency is being achieved. These workers are not deliberately 
slowing down the work but are nevertheless slowing it down through lack of 
training. 

Labour costs, too, are aggravated by the number of hours paid for but not 
used. An Australian manufacturer, in a letter to Rydges some little time 
ago, wrote that he was paying his workers for a 44-hour week whereas their 
actual working time was less than 37 hours per week. He contended that 
385 hours a year were idle for the following reasons: 
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Some of these items are, of course, necessary for maintaining the efficiency 
of the worker, but attention could be given to the latter three headings. 
Proper planning would ensure that workers were not left idle while machines 
were serviced by the maintenance staff, and that breakdowns were reduced 
to a lower minimum; supervision of toilet rooms would also reduce a large 
percentage of time wasted by workers in talking or loitering there. 

It is these many interruptions—some of them very necessary—which 
disrupt the efficiency of factory or office life. “Apart from interruptions, 
nearly every business man could do his routine work in two hours,” says 
William Feather in his house magazine. 

Some interruptions are, of course, necessary in office routine, but these, 
too, should be kept to a minimum. Very often domestic trivialities enter 
into the executive’s business hours. On one occasion an important con- 
ference was interrupted so that the chairman’s wife could telephone him that 
the lawnmower was broken. The conference was interrupted for five minutes 
so that the combined time of the six members meant that half an hour of 
valuable executive time was lost. 

And production must bear the cost of this type of interruption in adminis- 
trative oncost. 

It is difficult for the executive to teach his workers the true meaning of 
time efficiency while he continues to waste time himself, although it is, of 
course, only reasonable to expect that an executive will be granted more 
privileges than the factory hand. 

It is not likely to promote any high time efficiency if a foreman has to 
delay a consultation with his executive while the latter dallies on the telephone 
with his wife or entertains his children with the office equipment. However, 
if the factory worker can be trained by example and by direct training that 
his time is valuable, there can be more control on time efficiency. 

Even the simplest mind, not geared for economics, can grasp the fact that 
after the war Australia will have to find markets for a larger proportion of 
her goods abroad in competition with other countries. At present Australia 
has the advantage of higher wages than most other parts of the world and 
it is to our advantage to maintain a higher standard of living. 

But many low wage countries—for example India—are now becoming 
industrialised. That means they will have cheaper time than Australian 
labour time and a lower standard of living than we wish to adopt here. 
However, their manufacture is likely to prove more attractively priced on the 
world’s markets unless we can put more value into our time. The only 
solution appears to be that the high priced time, necessary to maintain a 
high standard of living in Australia, must not be wasted and every fractional 
portion of it safeguarded with newer and better means of time efficiency 
control. If our wage rate is double that of other countries, then to compete 
with them on a.similar quality article of manufacture our operation must take 
at least only half the time. 

The employee must learn, as well as the science of his trade, that if he 
wastes time his wages will, as a consequence, be forced down, with the 
ultimate disaster of a lower standard of living; while the business man who 
is as careless about his own time efficiency and its example to his workers 
must eventually come to realise, only too keenly from the reduced profit 
earned by his business and his own consequent reduced standard of living, 
how his labour costs for production have increased in price what they lack 
in efficiency. 
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Standardised Accounts 


The following letter has been received from Mr. R. V. Horn, who is now 
serving in a Labour Company of the A.M.F. 


Dear Mr. Clunies Ross, 

I was very interested to see your article on Standardised Accounts in the 
May issue of the Australian Accountant, particularly so as I am an ex-student 
of Cologne University, of which I am a “Diplomkaufmann” and ‘Dr. rerum 
politicarum.” Cologne University was the centre of the Schmalenbach 
school, and I thought you might like to hear a little more about it. 

First of all I want to say that Prof. Schmalenbach did not retain his 
position under the Nazis. He was in 1933 a few years short of the retiring 
age of 65, but he resigned at once, partly because his wife was of Jewish 
extraction and his children were thus in the unhappy position of being 
regarded as “Mischlinge,” partly I imagine because as a sensible liberal man 
he did not like the Nazis. He continued to act as consultative accountant to 
the industrial firms of the Rhineland and Westfalia, where he was held in 
very high repute, and he also revised his books. At the University his pupil 
Prof. Geldmacher took over his chair and. when I left Cologne in 1939 
Schmalenbach’s work was still the bible for costing and balance sheet 
theories (his “Selbstkostenrechnung,” the “Kontenrahmen,” and “Dynamische 
Bilanz”). As you probably know, accounting theory has been developed in 
Germany almost to a fine art. At Cologne University there were three 
chairs for the branches of Factory Accounts (Schmalenbach-Geldmacher), 
Banking (Walb) and Trading (Seyffert), and the detailed study of each was 
carried with German thoroughness to a high level, sometimes indeed ad 
absurdum. 

In costing, Prof. Schmalenbach’s researches were fundamental. He divided 
all costs into Fixed Costs and Variable Costs, and the variable costs into 
those moving proportionate, progressive or degressive as compared with 
output. Fixed Costs again were subdivided and generally regarded as 
Springing Costs, i.e., jumping step by step with capacity (e.g., additional 
workshop costs or rent when output rises above certain level). He aims at 
showing exact costs for any level of output. The Kontenrahmen is intended 
to show at first the various “Kontenarten” Div. 3-4, which in Div. 5 are 
allocated to “Kostenstellen” and from there to Div. 6 “Kostentraeger.” These 
Divisions represent the actual factory costing. In the graphic outline of costs 
he uses symbols which show whether accounts have credit, debit or either 
balances and in whieh directions the costs flow, all a little complicated, but 
Once the accountant has learnt to read and make up such charts they give a 
complete picture and comparable data for each year and for firms of the 
same kind. 

Schmalenbach’s principles were adopted by many industries, particularly 
the textile, dye, machinery, paper and heavy industries of Western Germany, 
where his pupils introduced the system. It is interesting that Schmalenbach 
worked out his ideas and his books in conjunction with the students of his 
seminary. His pupils then worked out accounts-systems as applied to the 
various industries. But the official adoption of the system must have come 
after I left in 1939. 

Schmalenbach aimed at standardising costs for whole branches of industry 
and at giving statistically comparable figures for every firm. I think that 
Standard Costing here as laid down by Schumer will eventually also be 
developed on these lines. A point in which Schmalenbach’s system could 
perhaps be used with benefit here is the more detailed analysis of the character 
of costs beyond the distinction of fixed and variable costs. 
















P™~ het 465 FF = -~. os 

















1944 THE AUSTRALIAN ACCOUNTANT 23) . 


In the. theory of balance sheet Schmalenbach’s works were also famous, 
though more disputed. He stressed what he called the “dynamic” character 
of the balance sheet, that is its importance as showing assets and liabilities. 
like a snapshot of the working enterprise; therefore he advocated cost-values 
corresponding to his costing system and a corresponding grouping of assets 
and liabilities—in contrast to the “static” balance sheet with realisation values. 
Like costing, the theory of valuation has been carried to great detail by the 
German professors and I am not sorry that I have forgotten much of those 
learned disputes. 

I remain, 
Yours sincerely, 
Rospert V. Horn. 





The Problem of Varying Costs 


By A. J. GAIRNS, F.F.I.A., A.A.LS., A.C.A.A. 


Before discussing this problem, it might be as well if first of all we decided 
that costs actually do vary. In referring to variations in costs, it is apparent, 
of course, that there are circumstances present at all times which make for 
losses or gains from the situation which prevailed, for instance, last week or 
last year. The human factor, to quote one item alone, will vary simply 
because it is human and is subject to the vicissitudes of weariness, depression, 
home worries and joys, and the effect of heat or light or skill. Material, 
especially in these days of substitutes, will differ from that previously 
supplied without considering any variation in the manner of processing. 
Machines, while not so delicate in their reactions as human beings, are 
subject to at least greater wear and tear as the years go by, and war-time 
demands require greater output, increased speed and longer hours of running. 

Cost accountants are familiar with “variances” in their accounts to explain 
any differences between their’ so-called standards and actual performance. 
The science of costing has gone far to assist management by this important 
contribution to business knowledge and control. Factors which were bound 
up previously in the one item “net profit” (or the lack of it) are now 
dissected and the finger of control placed firmly on the offending factor or 
factors. It is not, however, of these items of variation that I particularly 
wish to write at the moment. In a text-book to which I have just referred, 
the average deviation of actual from standard cost which should be disclosed 
in a well controlled scheme of standard costs was mentioned as 5%. I am 
inclined to agree with this, subject to the proviso that exceptional factors 
such as a change in labour award rates or a rise or fall in material markets 
are excluded. It is not this comparatively small profit or loss which I 
would term a varying cost, but rather the items which caused, for instance, 
a cost accountant urgently to revise his standard costs or compelled him to 
disclose substantial profits or losses which were not foreseen at the beginning 
of the financial year. 

Bupcet DIFFERENCES 


I think I can illustrate my point by referring to the procedure usually 
adopted on the occasions when costing rates are fixed. This may be at the 
beginning of a financial year, but not necessarily. A budget of sorts is 
naturally prepared so that probable costs for the period ahead can be assessed. 
This budget may be fixed or it may be flexible. In any case it must include 
a budget for sales and for manufacturing and administrative expenses. With 
regard to the factory expense, rates are fixed for its recovery by the appli- 
cation of budgets for operating times of machines, or estimated man-hours, 
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anticipated total labour cost, or whatever data is needed according to the 
method of costing being used. In a similar manner, administrative, selling, 
and distribution budgets are spread over the total costs in some equitable 
manner, such as a percentage on prime cost, factory cost or direct labour. 
These rates are used in the compilation of standard costs based on estimates 
for material, for labour and a proportion of expense as budgeted for. Though 
these standards are based on past performance, they must exclude from such 
results any factors of inefficiency which have shown up before. In other 
words, they represent a yardstick by which the possible or the ideal can be 
set down and aimed for. Full and due allowances must be made for possible 
spoilages, for “general” labour, and such variations in machine expense and 
man-hour expense rates as normal idle time and waiting time. In other 
words, the standards once set are really a picture of what can and should be 
done in the period ahead. Obviously, they are used for fixing selling prices 
and, if the budget has been complete, for an estimate of standard net profit. 

Production commences, and as the months go by and costing period after 
period is completed, very large variances appear. Perhaps very large losses 
are shown or it may be that substantial unbudgeted profits appear which 
may require an amendment of prices subject to check by the Ministry of 
Munitions or other body. In many establishments this has occurred so 
regularly that cost accountants have become reconciled to a revision of their 
Standard costs at least once a year. Business moves forward so quickly 
especially in wartime that a situation which prevailed at July lst when budgets 
were prepared may be entirely changed by, say, December Ist, due perhaps 
to Government control, manpower changes, or the obtaining or losing of a 
substantial contract. 

CAUSES AND EFFECTS 


Cost accountants might do well to consider some of the factors which 
upset their carefully prepared plans. I few which I consider important are: 

(a) Faulty budgeting. 

(b) Factory inefficiency. 

(c) Loss or gain of markets and turnover. 

(d) Extra cost of added business. 

(e) Plant and mechanical equipment savings. 


It is not the right place here to discuss faults in budgeting. These are 
usually brought about by excessive optimism or undue conservatism on the 
part of those responsible and can usually be corrected with experience. At 
least, proper tabular recording methods will enable deficiencies in this regard 
to be very quickly discovered. Factory inefficiency is also a matter for the 
individual executive. ' It is impossible to tolerate a set of circumstances 
which arises when factory officials who have been asked for estimates and 
standards continually fail to attain them and cause actual loss in so doing 
as prices have been based on their figures. 

Let us deal with a favourable increase in turnover. This has not been 
budgeted for and may be a pleasant surprise to all concerned. The immediate 
effect is that savings accrue everywhere. With the increased demand, 
purchases are greater, with higher discounts offering. Reasonable allowance 
for idle time on machines is not called on and it may be that a majority of 
the plant is working round the clock. Fixed overheads, of course, remain 
stationary and will tend to reduce unit cost with increased production. 
Departments such as compounding rooms which work on definite output 
costs per pound or other unit have much reduced costs. In all, these amount 
to considerable sums and original standards are much reduced. 

Most sales departments are continually endeavouring to secure new 
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business. ‘Care must be taken to consider as well the fact that increased 
business usually means increased expense, and consequently expenses will 
exceed the first budget. Expense over-absorbed in one case results in under- 
absorption in the other. Generally this results in a net gain, and most 
manufacturers will take the risk and go for the higher turnover. They 
consider that new sales expense will be more than offset by the saving made 
on overhead. In some cases, where intense radio campaigns are organised 
and high commissions offered, it may be found that such extra costs more 
than offset the saving. In other words, the unfavourable budget expense 
variations exceed the resulting over-absorption of expense due to increased 
operating. It is well to add also that permanent increases in turnover will 
eventually call for extensions of plant. This will necessarily involve an 
increase in “fixed” items which previously remained constant. 

Plant and equipment economies are most apparent when competition 
abounds. The man who can make sausages by the thousands in a machine 
can outquote the butcher who relies on a hand mincer. While admitting this 
axiom, it is pointed out, however, that immediate savings may not be as 
apparent as later on. Thus a new machine installed on July Ist will result 
in some kind of saving which may be budgeted for. By December Ist, 
however, the machine has been developed to its full output and may be on 
maximum production, thus providing substantial savings which upset the 
standatd costs. 

New EstTIMATES 


The theorist will advance the plea that once fixed, standards should not 
be altered. This contention is usually referred to in connection with labour 
task rates and in that regard naturally is not subject to alteration unless the 
line is changed. In fairness to labour, any profits being shown on task rates 
should be retained by the workmen irrespective of the wage sum paid. In 
any case, this does not affect the standard cost, so does not enter into this 
discussion. Differences in raw material buying costs are usually transferred 
to a buying variance or a variance in use account, but, if very substantial, will 
compel a revision. Overhead rates are the care of the cost accountant and 
he will, in most cases, arrange a revision. as soon as possible to take into his 
rates some of the factors I have mentioned above. 

Unless the business is very simple, this revision, no matter how necessary, 
usually involves a considerable upset to most costing departments. In the first 
place a new budget must be prepared, and this alone is a most intricate 
and painstaking procedure. Then the busy factory executives must be co-opted 
to supervise obvious alterations and changes such as labour variations from 
existing figures, correction of mistakes, and calculation of new raw material 
batch and mix costs on information supplied from purchase accounts. The 
laboratory often supplies these costs. 

In the meantime, business must carry on. One of the most important 
duties, for instance, of the costing section is current quotations. Knowing 
the variations shown in the accounts, what estimate of cost should the cost 
accountant supply to his superiors? What is the cost to-day of an article 
which he standardised six months ago? What is an analysis of the alterations 
he knows have taken place? The answer to these questions lies in a dissection 
of his budgeted overheads, into fixed and variable expense, and a. considera- 
tion of the changes which have taken place in regard to each. 


Cost DecrEASE PER UNIT 


As an example of a simple cost variation, let us assume that the 
productive output (and the sales) of a manufacturing concern have increased 
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20% since standard costs were last revised some six months ago. It is 
necessary to re-quote against competitors a line at present being manufactured 
and the cost accountant is asked for his opinion as to the present day cost 
price so as to enable a revision of price to be made. The standard cost card 
reveals the following information : 





Material (total) . . Me. dete os ae 
Labour (two hours at 2/6 per hour) . ‘ wae, woe 
Expense—overall machine rate to recover “all expense 

(5/- per hour) . aoe. Ok Oe a4 oe Wh 3h oe 
MEE nu ou. Serad 42 00.00 se teases as Oe @ 


We would refer, first of all, to the master allocation sheet regarding the 
determination of the machine rate of 5/- per hour. All of the business expenses 
may not affect it. If it was electrically driven, it is probable that coal fuel, 
for instance, was not included. Against a list of these items is noted the 
budget allowance for each, and the expenses are split into fixed and variable. 
Below is this completed schedule : 


Expenses Concerned Variable Fixed 
perannum per annum 
a ces. Gs ee Set ace £1,000 — 
A ae ee a oe ae ee eae == £250 
Depreciation .. .. sua Seow ae ae = 400 
Building Maintenance .. .. .. .. .. «- .. ' 250 oa 
Salaries—Administrative .. .. .. .. «- — 1,000 
Office Expenses, Stationery .. .. .. .. .. 150 —— 
SE MENS a od d5 od Se 40 be’ 08 100 — 
Plant Maintenance .. .. rare 100 - 
Factory Manager and Foreman aa. ae “aa — 750 





Total: 4 machines, 16 hours 6d nee for 
250 days per year .. .. .. . << £1,600 £2,400 





From an examination of these figures it is obvious that, of the machine 
rate of 5/- per hour, two-fifths (or 2/-) represents variable expense and 
three-fifths (3/-) is arrived at from the fixed items. The question now 
arises as to what alteration to our. standard cost should be made to take 
care of the extra 20% production. 


Material (as before) .. .. .. .. «. se oe «- «- £010 O each 
i CMS: oc de 0k 46 Sa ae es le ee OO! a 
ME Died 86 Aes Wa eel ee tea oe cs as SOO OS 
Expense—variable : 

ST os So wa de ee Gs va cc ce | Qe es 
Irreducible Minimum .. .. 2. 1. ce ce we oe ee £019 O ,, 
Expense—fixed : 

se 

129 Of 3/- = 2/6 per hour .. ........ . S $-8 . 


New Cost under increased production... .. .. .. £1 4 0 
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Again, the estimate may be amended in another way by ascertaining. the 
new figure for hours worked on the machine and so altering the machine 
rate accordingly. This should give the same result as above. For instance, 
if the machine was budgeted to work 4,000 hours a year, an increase of 20% 
would mean 4,800 hours a year; and this figure divided into £600 (the fixed 
expense for one machine) would give the same result as above (2/6 per 
hour). ‘ 

Fixep ExPENSE REDUCED 

At first it may be thought strange that the fixed expense, which by its 
very character is stationary with changes in production, is being altered 
while vatiable expense is remaining unaltered. The explanation, of course, 
is that the problem stated above is one of unit cost and is not concerned 
with total expenses. 

It is essential that this be understood clearly, as it forms the whole crux 
of any amendment of costs in this manner. As regards totals, the items of 
fixed expense (rates, depreciation, etc.) will not alter with the increased 
production, but, as regards each unit produced, the portion allocated to that 
unit will drop in proportion to the number produced. For instance, if 
production is 10,000, the share of the rates may be 6d. per unit, but if we 
make 12,000, the total of the rates is unaltered; therefore the share for each 
unit may be 54d. or less as regards fixed expense. 

On the other hand, variable items such as electric power, etc., will go up 
in total as we make more, but, as regards each unit, the individual cost tends 
to remain the same. A little thought will see the correctness of this 
explanation. 

Waat Is Cost 

The above example will lead our minds to a consideration of which figure 
actually constitutes the true cost. To begin with, what is cost? I am afraid 
that my: judgment would not permit of such an indiscretion as to attempt 
to define this term, which is still a bone of contention among the experts and, 
to a certain extent, remains undefined. An eminent member of the Council 
of the Institute has offered his suggestion that cost has the idea of “sacrifice,” 
which I thought was a good one. Something must be “given up” for cost, 
either through purchase, barter or exchange. His short definition at a recent 
lecture was “Cost is what we pay, exchange or barter for a service, asset 
or loss.” 

One point of interest, if such a definition be accepted in its broad outlines, 
is that the present tense is used which links up wth the current-day and the 
look-ahead outlook of the Cost Accountant. Historical accountancy has gone 
and the “predictive” method is the vogue. In such a case it would be wrong 
to consider our “standard” cost of 25/- in the example quoted as being the 
true cost. Under certain circumstances it may be equally incorrect to consider 
the present day cost of 24/- as being any truer. The point to be determined 
is whether the 20% increase in turnover is permanent and, if so, what other 
factors, such as likely increased plant and possible increases in fixed expense, 
are likely to be entailed. In other words, the correct procedure is to re-budget 
as soon as possible, covering all the necessary factors, and assess new rates 
based on those budgets. In the meantime, as a temporary measure and in 
order to indicate in the terms of the definition what we are “paying” to-day 
for our service, etc., a calculation of the current cost is necessary. 

In conclusion, I might mention the overwhelming impression that comes 
from a discussion of this nature that, above all, the figure of a sales budget 
is the most important of all. From the point of view of accurate costs, it is 
imperative that very serious consideration be given to this item. The mind 
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of the budget officer must be divorced entirely from optimistic anticipations 
which cannot be substantiated by past performances or cannot be verified by 
some current fact, such as a contract already signed or an altered outlook 
on markets. Finally, once determined, the sales budget must be achieved 
if any hope of costs being attained is expected. The repercussion on every 
other section of the business is so far-reaching that this fact must be 
stressed on all executives. 





7 
War-time Responsibilities of Business Executives 


By C. L. S. Hewitt, B.cOM., A.1.C.A., A.C.A.A. 


National Security (Supplementary) Regulations 


An amendment to these regulations provides that a Minister of a State may 
be authorised to direct any body or authority appointed under the laws of 
the State to carry out specified works for the purposes of the efficient prose- 
cution of the war. If the authority or body refuses or fails to comply with 
any such direction, the Minister may cause the works to be carried out and 
my recover the costs from the body or authority. 


National Security (Rationing) Regulations 


An amendment to these regulations empowers an authorised officer to 
direct the operators of any abattoirs to provide at that establishment weigh- 
ing machines for the purposes of enabling carcases and goods to be properly 
weighed. A further amendment provides that when a new ration document 
is issued to a person in place of one reported to be lost or destroyed, that 
person shall, if he subsequently finds or obtains possession of the document 
reported as having been lost or destroyed, immediately return the document 
that was temporarily mislaid to the Rationing Commission. 


National Security (Prices) Regulations 


A Prices Regulation Order issued under these regulations specifies maxi- 
mum prices for many lines of cotton materials manufactured in India. 
Schedules to the order prescribe maximum wholesale and retail prices based 
on specified landed costs. To cover the difference between actual landed 
cost and that specified in the Order, importers are to be paid subsidies. A 
further provision is made that traders whose prices were below those set out 
in the Order or whose normal profit margins are below the levels gazetted, 
must continue to operate on the lower levels. 
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Cost Elements in Industry 


By Cuartes J. Bere 





All manufacturing establishments are required each year to file with the 
Government Statistician the “Statistical Return” which forms the basis for 





a yearly publication entitled “Statistical Register, Part I]—Factories and 
Works.” The statistical data contained in this publication should prove of 
immense value to anybody interested in industrial activity ; still, it is surprising 
how few people know even about the existence of such a .publication. 
Furthermore, the tables compiled by the Government Statistician serve as a 
most ready medium for research into various phases of industrial activity and 
trends in this country. One subject which should prove of particular interest 
to business executives and cost accountants is dealt with here, and that is 
the trend in cost elements in industry as a whole. 

Manufactured products invariably consist of three factors: material, labour 
and expense, which are usually termed “the three elements of cost.” The 
information contained in the official publication in respect of value of indus- 
trial output is grouped according to cost elements—see Table A—and. 
further, the proportion of each cost element to the total value is expressed 
in percentages. 

Before examining this table, however, attention has to be drawn to the 
fact that the Government Statistician includes all wages and remuneration 
whatsover paid by industry, under “Labour.” On the other hand, for 
managerial and costing purposes, expenditure for labour not directly em- 
ployed on the manufacture of the product is treated as an expense item. The 
latter course could not be adopted here, as no distinction is made between 
direct and indirect labour. Executives in industry would undoubtedly be 
interested in an analysis of labour expenditure along those lines, and 
information of that nature in future publications would be verv welcome. 

Further, it must be noted that the conclusions arrived at are subject to 
fluctuations in the price index and to periodical adjustments of the basic 
wage. The figures examined here are those of the State of New South Wales. 

Disregarding the vears up to 1922 in Table A. we find since then 
the proportion of materials remarkably constant: the decrease during the 
depression vears was only of a temporary nature. Turning towards the other 
two cost elements. we can ascertain a compensating trend developing after 
the depression to the effect that the proportion of expense had increased by 
about the same degree as the proportion of labour had decreased. The cost 
element of expense is gaining in importance, due to the introduction of mass 
production methods and rationalisation of industry. Incidentallv, this trend 
would be even more pronounced if indirect labour would be included under 
the heading of expense. as explained above. 

Table B and Chart A show this trend quite clearly. The position in each 
vear after the depression is récorded in relation to the average during the 
period 1927 to 1929. Again we find “material” with onlv minor fluctuations. 
whereas “labour” falls and “expense” rises at the rate of 10%. The cause 
for this development is, as already mentioned, the mechanisation of manufac- 
turing processes. The machine reduces labour expenditure, and any out- 
goings in connection with the machine are properly listed as expense items, 
which, in turn, are increased. The trend in industry certainly points towards 
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a further increase in the cost element of “expense,” as man is replaced by 
machine, and, therefore, the vital necessity arises in the cost accounting field 
to institute scientific methods for the proper distribution to products or 
processes of that indirect cost element of “expense,” in order to compile 
accurate cost of production. 
TABLE A—COST ELEMENTS IN INDUSTRY 
Cost Elements Proportions 
Total 
Year Output 
£1,000 Material | Labour | Expense |] Material Labour Expense 
£1,000 | £1,000 | £1,000 0 % o% 
1901 25,648 || 15,141 4,945 5,562 59-0 19-3 21-7 
1906 34,796 |} 22,103 5,592 7,101 63-5 16-1 20-4 
1911 54,346 || 33,671 | 10,048 | 10,627 61-9 18-5 19-6 
1917 85,944 || 57,045 | 14,381 | 14,518 66-4 16-7 16-9 
1922 || 132,820 || 82,090 | 26,783 | 23,947 61-8 20-2 18-0 
1927 179,302 || 102,534 | 37,092 | 39,676 57-2 20-7 22-1 
1928 || 181,403 |}102,807 | 37,818 | 40,778 56-7 20-8 22-5 
1929 || 185,299 |/104,898 | 38,545 | 41,856 56-6 20-8 22-6 
1930 167,251 || 93,932 | 34,876 | 38,443 56-2 20-9 22-9 
1931 118,484 || 64,232 | 25,200 | 29,052 54-2 21-3 24-5 
1932 |] 114,440 |] 63,557 | 22,751 | 28,132 55-5 19-9 24-6 
1933 |} 124,446 || 70,085 | 23,783 | 30,578 56-3 19-1 24-6 
1934 |} 136,612 || 77,330 | 25,749 | 33,533 56-6 18-8 24-6 
1935 || 154,433 |] 87,097 | 29,513 | 37,823 56-4 19-1 24-5 
1936 || 174,694 |} 98,950 | 33,315 | 42,429 56-6 19-1 24-3 
1937 |} 192,812 |}109,593 | 36,642 | 46,577 56-8 19-0 24-2 { 
1938 || 214,884 |/122,591 | 42,210 | 50,083 57-1 19-6 23-3 , 
1939 218,419 || 120,502 | 44,606 | 53,311 55-2 20-4 24-4 
1940 || 239,199 |}134,454 | 47,693 | 57,052 56-2 19-9 23-9 
1941 |] 285,917 |} 161,252 | 57,760 | 66,905 56-4 20-2 23-+4 





















































TABLE B—VARIATIONS IN COST ANALYSIS 
Year Material Labour Expense 
Average 

— 56-8% 20-89%, 22-4% 
1929 

Ratio 100 100 100 ° 
1933 99-1 91-8 109-8 
1934 99-6 90-4 109-8 
1935 99-3 91-8 109-4 
1936 99-6 91-8 108-5 
1937 100-0 91-3 108-0 
1938 100-5 94-2 104-0 
1939 97-2 98-1 ‘9 
1940 98-9 95-7 “7 
1941 ‘3 om 5 
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The Entity Theory of Accounting 


By L. GOLDBERG, M.COM., A.1.C.A, 


Two methods of approach to accounting theory have been used in presenting 
the principles or conventions upon which accounting procedure and technique 
are based. These have been designated the “entity” theory or convention and 
the “proprietorship” theory. , 

Under the former of these theories (although it was developed later than 
its rival) emphasis is placed upon the separateness of “the business’’ and its 
proprietor, no matter how closely they may be identified. 

This theory has been most lucidly expounded by one American writer,’ 
who adopts the suggestion that double entry may have been present in 
embryonic form in the Roman bookkeeping system, claiming that, whether 
this is true or not, it is logical and satisfying from the point of view of 
discussion of accounting theory. “Only through the personal viewpoint of 
a slave does the entity convention of accounting become vivid and plausible.” 

In presenting this theory we can scarcely do better than quote from his 
exposition. 

“It was beneath the dignity of a Roman patrician to engage in trade. 
Buying, selling and other practical matters of business were considered unfit- 
ting for the free citizen, who found it necessary to engage in commerce by 
proxy. Since many Roman slaves were men of education and ability, citizens 
advanced money to. them which the slaves in turn would loan at interest. The 
slave himself could own no property. Money advanced to him by his master 
merely changed hands but not ownership... . 

“By virtue of his ownership of the slave, the master could direct and control 
all the slave’s various financial transactions. 

“Tt-is convenient to think that the slave had no power of initiative, no 
opportunity to exercise independent business judgment; that he merely fol- 
lowed directions. By command he received and disbursed money, made 
loans, collected interest and principal, and repaid the interest and principal 
to his master. 


1. Gilman: Accounting Concepts of Profit. 
2. Op. cit., p. 38. 
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“Because he was a slave, he was merely an extension of his master’s 
personality. 

“Because the slave was a human being with a personality and a viewpoint 
of his own, he could not fail to regard his master as a person separate and 
distinct from himself. His records, therefore, were the kind of records any 
man might make in dealing with another. 

“When a master advanced him a certain sum of money, it was natural for 
the slave to adopt the record keeping viewpoint that he personally owed that 
amount to his master. When the master demanded the return of money, it 
was natural for the slave to consider that he was paying his debt to the master. 

“Any increase in the amount of funds held by him as agent for his master 
represented an increase in the amount of his debt to the master. Any 
decrease, on the other hand, represented a decrease in the amount of his debt 
to the master. . 

“The familiar accounting equation is derived, of course, from the slave's 
viewpoint, since he must regard his master as a separate personality. It is 
inconceivable that any plan of record keeping could have developed other 
than one which would show his master as his creditor. To the slave the 
accounting equation was natural, logical and necessary since his assets always 
and necessarily equalled his liabilities. 

“By the same simple logic, increases in total assets automatically resulted 
in increases in total liabilities, while decreases in total assets automatically 
resulted in decreases in total liabilities .. . 

“From the slave’s viewpoint, an increase in his indebtedness to his master 
represents the simple fact of increased chargeability regardless of whether 
the increase was due to an additional advance by the master or whether it 
was due to a gain realised from some profitable transaction. The slave 
treated funds advanced to him in the same way as gains because he was 
interested in recording his liabilities to his master regardless of how those 
liabilities originated. His responsibility is neither greater nor less whether 
the increase ‘in his liabilities is due to a profit or to an additional advance by 
the master.” 

If we substitute for the slave a concept of “the business” or “the enterprise” 
we have the essence of the entity theory. This point of view is familiar in 
connection with joint-stock companies—each company has a legal (and 
accounting ) personality distinct from the individuals who comprise it. Under 
the entity theory, this concept is extended, for accounting purposes at least, 
to sole proprietorships and partnerships. 

The form of balance sheet which sets out asset values on one side of a 
vertical line and liabilities and proprietorship values on the other, equating 
the two sides, is (consciously or unconsciously) designed to demonstrate the 
position of an enterprise from the point of view of the entity theory. In 
other words, the equation 

Assets = _ Liabilities + Proprietorship 
illustrates the entity theory. 

On the other hand, under the proprietorship theory the emphasis is shifted 
from the entity to the proprietor. Thus “bookkeeping represents an account- 
ing by the proprietor for his own property.” 

The proprietor here is identified with the enterprise; a profit is an excess 
of the proceeds of the proprietor over his outlays during the business process, 
whereas under the entity theory profit represents an increase in the amount 
which the enterprise “owes to” the proprietor. 

The equation under the proprietorship theory can be expressed as 


Proprietorship = Assets — Liabilities, 
3. Op. cit., p. 48. 
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and a balance sheet in the narrative form showing assets first with liabilities 
as a deduction therefrom to give proprietorship (change in which is explained 
by a revenue statement or account) would illustrate the altered emphasis. 

The two theories clearly set out different points of view. As Littleton puts 
it, “the proprietorship theory can best be associated with the proprietorship 
form of enterprise, in which proprietor (including partners) and business are 
so inseparable (legally) that an accounting for one is for all practical 

urposes an accounting for the other also. The entity theory is well presented 
m the corporate form of enterprise, for in this the contributors of capital are 
(legally) so distinct from the business that the term “ownership” loses its 
force; claims against the assets are so various in degree that the many forms 
of “indebtedness” shade off into one another without sharply defining the 
owners.””4 

Now, if we take the entity theory to its ultimate end, we reach the stage 
where a person may become an (accounting) entity distinct from himself. 

For example, I may keep, on a double entry basis, an accounting record 
of all my financial transactions. I may be interested in two or three business 
ventures, egch of which is conducted (under the entity theory) as a distinct 
accounting entity, showing the amount “owing” to me as a proprietor. 
Besides these, I may have other assets such as shares, debentures, bonds, a 
motor car, freehold property, and so on, and liabilities such as bank overdraft, 
personal creditors, mortgage debts, etc. 

A balance sheet can be prepared to show these assets and liabilities, and 
including as an asset the amount of the capital of each business venture which 
I conduct. My “final” capital or proprietorship can be made the subject of 
accounting to myself in the same way as can the capital of any business 
enterprise. If we accept the entity theory, I have become an entity distinct 
from myself. 

The question then arises: What part of me is it that has become distinct 
from the rest? 

As it is possible for me to account for my possessions, it seems that 
the entity theory has a philosophical—almost an ethical—basis, in that it 
emphasises the essential objectiveness of personal wealth. It states, in effect, 
that a man and his wealth or possessions are not identical. We account to 
a person bereft of his possessions for his possessions. The things that cannot 
be accounted for are those physical, mental, spiritual and moral qualities 
which constitute the ego or personality and which cannot be divorced from it. 
All else can be accounted for—from shoes to shares and matches to motor 
cars—because it is measurable. The measure commonly used is that which 
forms the basis of exchange value ; that is, in human society as it is at present 
constituted, that which serves as the monetary unit. 

In this connection the subjective process of valuation is all-important. 
Suppose, for example, that I possess a painting which has been handed down 
to me and which purports to be by one of the great masters but which in fact 
isa copy. Asa masterpiece I value it highly and it increases my accounting 
“capital.” As a copy it is in fact valueless and really possesses little or no 
exchange value unless I can find a willing buyer as gullible as myself. The 
test of accountability in monetary terms is not the possession by an article of 
exchange value, but the endowment of exchange value upon it. 

It is, however, conceivable to set up a complete accounting system or a 
basis other than the monetary one. The idea is perhaps not very useful for 
practical purposes, but it would be possible to instal a set of books upon a 
double entry basis for, say, a building, using as the unit cubic content. The 
original “capital” would be equal to the original “asset”—total cubic capacity 


4. Littleton: Accounting Evolution to 1900, p. 209. 
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—expressed in terms of cubic feet. Goods stored could be accounted for in thir 
terms of this unit, the transaction involving an exchange of “assets.” As the Cer 
total cubic content of the building is fixed, the original “capital” would be ist 
incapable of increase or decrease, but this would not invalidate the accounting put 
verity of the record. the 
The point of this example is to indicate that the basis of accounting is 
not money but arithmetic. Without counting there can be no accounting, me! 
Accounting is fundamentally a statistical procedure, collecting and collating in t 
data concerning particular phenomena and relationships and presenting them as \ 
in an organised manner for the information of those interested in them. ava 
In the consideration of personal accounting, that which really belongs to of 

a person intrinsically—the intangible but inherently most valuable qualities, bri 
such as wisdom, learning, health, conscience, personality—cannot form the be 
substance of accounting, not merely bécause they cannot be measured, sta' 
whether in money or otherwise, but because they are the entity to whom the for 
accounting must be made; they are the person. For these things we cannot use 
account. in | 
To sum up, it is not a matter of difficulty, but of impossibility, to account f 
for these imponderable and inherent qualities because they are inexchangeable, ave 
because they cannot be divested by the person, and because they cannot be is i 
valued by any measure at present conceivable to the mind of man. hid 
This appears to be the philosophical basis of accounting. The proprietor- con 
ship theory, by its insistence upon the identity of proprietor and enterprise, her 
tends to obscure this, whereas the entity theory logically follows from it. wo 
This is the reason why the latter can explain fundamental accounting prob- suf 
lems more satisfactorily than the former, and why its growing acceptance enc 
will have an important influence upon the future development of accounting. ma 
eve 

or 

Co-ops —A Possible Way Out - 

Contributed by “TricerT” fac 

tha 

les: 

After the Second Front, to-day’s most topical subject seems to be what eve 
is so blithely termed “The Post-war Reconstruction Period,” a subject which, far 
to say the least, is one pregnant with possibility. On one particular aspect | 
of this subject—the future of industry—there would appear to be two main op 
schools of thought. One appears to involve Government control to a greater the 
or less degree, together with possible Government participation therein, while cot 
the other favours the giving of an open cheque to private enterprise with W 
“laissez faire” as the watchword. For “reconstruction” to eventuate as a spi 
fact, distribution is a factor to which a very great deal of attention must be wh 
paid, whether Government or private enterprise is to have its way. cor 
Now, like many thousands of the generation whose experience of adult citi 
life stretches not far back beyond the last depression, I feel that our country of 
can give its people much more than the pretty raw deal they, in the main, Sor 
undoubtedly had in the fifteen years or so that preceded our economic system the 
being artificially subsidised by the vast war expenditure that commenced in | 
1939. And, like many others, I wonder how far and how effectively goes the da 
“master blue print” which it is mooted our Federal Government has drawn tra 
up for use “when the lights go on again . . .” the 
But to get down to brass tacks. Many people feel that any degree of loc 
Government control over post-war civil industry (excepting on such matters dis 
as prices) will result in a greater or less.form of, if not complete, economic the 


catastrophe. As for Government participation in civil industry, this is some- 
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thing in the success .of. which-many more people have little or no belief. 
Certainly the past history of Government-owned undertakings in Australia 
is not such as to lead one towards sublime optimism (always excepting such 
public utilities as the Victorian S.E.C.) should they be inflicted upon us in 
the future. 

One cannot help but have sympathy with the avowedeobjects of the Govern- 
ment in the establishment of such industries as have so far been referred to 
in the Press, as they are for the production of such necessary consumer goods 
as washing machines, refrigerators, vacuum cleaners, etc. Most of these, when 
available in the pre-war years, were rather too costly to be within the reach 
of the lower income groups, whereas the Government claims its ability to 
bring the cost sufficiently low for this purpose. This, incidentally, can only 
be done by cutting distribution costs considerably, for it can fairly safely be 
stated that no tremendous savings in actual manufactured costs can be looked 
forward to (excepting where entirely new raw materials such as wide-scale 
use of plastics and entirely new manufacturing processes prove practicable 
in the post-war period.) 

As for Government control of industry, one cannot help but feel that the 
average official mind, brought up as it is in “the Public Service Tradition,” 
is insufficiently flexible to be able to interpret regulations in anvthing but a 
hidebound manner. Government red tape is too well starched to make a 
complete success of controlling private enterprise. With “laissez faire.” well, 
here one is entitled to expect that, human nature being what it is, all too soon 
would we return to the confusion of over-supplied markets here, and under- 
supplied markets there—the result of unrestrained competition, and not 
enough central direction of production planning or distribution control to 
make for the best interests of the nation as a whole, and to ensure that 
everywhere there is just enough of everything, nowhere an avoidable glut 
or shortage with the inevitable social evils which follow these conditions. 

Another of the pre-war disadvantages of private enterprise appears to have 
been the hitherto unavoidable but substantial difference between the manu- 
factured cost of an article and the price at which you or I have purchased it— 
that is, unless we have “known someone in the trade” and got it for much 
less. This “middleman’s” profit is something which, if we could by-pass it. 
even partially, would, by reason of lowered prices, place many products in 
far greater demand than they were pre-war. 

It is here that the co-op. comes into the picture. The principle of a co- 
operative society needs no explanation here, but it would seem to be an idea 
that has been insufficiently exploited in Australia. It is true that in many 
country areas there are small co-ops.—a fairly large and successful one in 
Western Australia—but their scope seems restricted and they are con- 
spicuously absent—or at least dormant—in the more closelv settled areas, 
where one would imagine their greatest possibilities exist. A strong co-op. 
covering the citv and suburban areas of the Australian capital and provincial 
cities, for instance, would no doubt be highly unpopular with many hundreds 
of small—and large—tradespeople. But it is a case of the greatest good 


for the greatest number, and the benefits would be enjoved by many, many 


thousands of working and middle-class families. 

Such a co-op. as envisaged would be somewhat on the lines of our present- 
day variety chain stores, with all their advantages of quick turnover. cen- 
tralised purchasing and administration. Ownership, however, would be by 
the people, and for the people. District co-op. stores established in varving 
locations so as efficiently to service the community would be through their 
district management committees responsible to the central committee, anc 
the latter responsible for purchasing and administration. They would. 
necessarily, start in a small wavy, at first perhaps handling only grocery lines, 





















244 THE AUSTRALIAN ACCOUNTANT JULY 


but, as experience and confidence were gained, extending to cover meat and 
other perishable lines, footwear, clothing, furnishing, hardware, and so on, 
right up the scale until a complete cross-section of the community’s needs was 
available at co-op. prices—and with profits returnable to the community in 
proportion to their purchases. With distribution so centralised, a very great 
amount of the effort new expended independently in competitive distribution 
would be saved, and retail prices would be closer to manufacturer’s costs 
than is possible under our present system. With fewer outlets, and these 
mainly of a co-op. nature, manufacturers and producers could be guided as 
to future demand by more easily gathered statistics, so enabling more 
accurate planning of production to meet future demands. 

Idealistic? Yes, undoubtedly. But no one can gainsay that it is not an 
attractive perspective—except, perhaps, he who is known as “the middleman.” 
The manufacturer stands to lose nothing—except where he also takes a 
distribution profit. He would sell at the wholesale price to the co-op. instead 
of the distributor. The man in the street could buy cheaper than he now does; 
he would still have to pay more than the wholesale price, for co-op. adminis- 
tration and distribution costs would have to be recovered, but without the 
need for taking a second profit on those costs. Because of the relative 
immensity of the channel with the co-ops. fully established, the manufacturer 
would, in many cases, be no worse off in quoting the co-op. a lower wholesale 
price than he could to a multitude of wholesalers each serving a considerably 
smaller retail outlet. 

And finally comes the co-op.’s bargaining power. A really powerful co-op. 
can discipline even a manufacturing monopoly. In Sweden—where the 
co-operative society can be seen at its best, both the notoriously powerful 
Continental safety match combine and the almost equally powerful electric 
lamp cartel dictated to the co-ops. on the subject of prices. Undismayed by 
threats of catastrophe, the co-ops. built their own safety match factory and 
then went into the lamp manufacturing business. They found it possible to 
make and sell both matches and lamps profitably as astonishingly lower prices 
than the cartels demanded—with the result that the latter quickly descended 
from their respective price pedestals and all Europe, not just Sweden, got 
these goods at lower prices. And this result was achieved by a people’s 
co-op., unsubsidised except from within itself—in a small country with a 
population not as large as Australia’s. 

One cannot help commenting that if the Swedes, who we Australian Anglo- 
Saxons in our insularity are apt to think of (quite wrongly) as somewhat 
unprogressively dull Nordics, can establish so successfully such powerful 
co-ops. as these, surely we, who like to feel that vigour is a national 
characteristic, can engender within us sufficient of the co-operative spirit to 
establish at least as successfully a similar project on the necessarily nation- 
wide basis. Particularly as it is purely a matter of self-help. 





Advertisement 


ACCOUNTANT, male, required by progressive Melbourne firm of Manufacturers, 
Manufacturers’ Agents and Merchants, which is a _ Protected Undertaking. 
Appointment is to’permanent staff and carries Superannuation and Provident Fund 
Rights. 

Applications are invited from persons with first-class experience in Accountancy, 
including factory cost accountancy. Preference will be given to Returned Soldiers 
and to men with accountancy degrees, Salary will be agreed according to qualifica- 

*tions, but £10 per week is indicated. 
Apply by letter to No. 498, National Service Officer. 473 Bourke Street, Melbourne, 
to whom applications should be addressed. Applications close 14th August. 
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The Consolidated Statement of Assets ‘and Liabilities — III 
3y G. E. Fitzceratp 

































The following question appeared. in a recent examination paper ! 


“At June 30, 1942, the balance sheets of the Senior Company Ltd. and the 
Junior Company Ltd. were as under: 


Senior Junior 

£ £ 
Current Liabilities .. .. .. .. .. 1... 3,987 Livs 
Provision for Taxation .. .. .. .. .... 3,000 2,000 
peee-ep Cagttel .. .. .. .. «1 os oo «s SOD 10,000 
Ee oe 5,000 3,000 
Profit and Loss Appropriation Account . 3,236 1,165 


338 


“NJ | 


£35,223 £] 


apppemt Aesete 24. 2. ..-2e sc ae co co SSS 12,961 
PeMee FAONOER ccs xc teas ce as es os SOR 4,377 


SR ox. Ga de sma ek de we dm ee 4,000 _ 





£35,223 £17,338 


At that date Senior Company Ltd. acquired from shareholders in Junior 
Company Ltd. 6,000 shares of £1 each in Junior Company Ltd. for £12,500. 
The purchase price was satisfied by the issue of 10,000 shares of £1 each in 
Senior Company Ltd. of an agreed value of 25/- each. 

For the year ended June 30, 1943, the Profit and Loss Accounts of the 
two companies were as under: 








Senior Junior * Senior Junior 
1942 £ £ 1942 £ £ 
Aug. 31— July 1— 
Final Dividend Balance brought 
1941/42 paid .. 1,000 500 forward . .. .. 3.236 1,165 
1943 1943 : 
Feb. 28— June 30— 
Interim Dividend Profit on Trading * 
— eee 200 for year .. .. 2,520 1,300 
June 30— Dividends 
Directors’ Fees .. 500 200 Received .. .. 420 
Provision for 
Taxation .. .. 1,500 750 
Balance carried 
forward . .. .. 2,676 815 











£6,176 £2,465 £6,176 £2,465 
In arriving at the trading profit of Junior Ltd, for the-year certain stocks 
on hand at June 30, 1943, which had been purchased from Senior Ltd. were 
valued at invoice price, which exceeded the cost to Senior Ltd. by £600. 
Prepare : 
(a) Consolidated balance sheet as at June 30, 1942, after giving effect 
to the purchase of the shares. 
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(b) Consolidated profit and loss account for year ended June 30, 1943, 
éliminating the effect of inter-company transactions and making 
any other necessary corrections to the figures as presented above.” 


JULY 


Before preparing the consolidated balance sheet, we must determine the 
amount of goodwill resulting from the holding company’s purchase of the 


shares in Junior Ltd. 


The net tangible assets in this company as at the date of acquisition are 


represented by: 


Paid-up Capital .. 
Peers ce 
P. & L. Appn. Account . 


£10,000 
3,000 
1,165 


£14,165 


The holding company purchased a three-fifths interest for 
Three-fifths of the net tangible assets = 


so that the Goodwill is 


If we redraft the balance sheet of the subsidiary company before consoli- 
dation we get the following : 


Liabilities 
Current Liabilities . 
Provision for Taxation 
Minority Interests 
fifths of £14,165) 
Senior Ltd. .. 


Alterations necessary in the ‘balance sheet of Senior Ltd. are: 


(two- 


Assets 


. £1,173 
2,000 


Current Assets 

Fixed Assets .. 

Goodwill .. 
5,666 

. 12,500 


£21,339 


(a) Paid-up capital to be increased to £30,000. 

(b) “Share premium account £2,500” to be raised—being 5/- per share 
on 10,Q00 shares. 

(c) “Investment in Junior Ltd. £12,500” to be included. 


The consolidated statement may then be drafted as shown in the following 


working paper: 
Liabilities 
Current Liabilities .. .. 
Provision for Taxation 
Minority Interests .. .. 


Paid-up Capital . .. .. 
Share Premium Account 


* Reserves . .. 


Profit and Loss Appro- 
priation Account. .. 
eeeer O08. 4. ee xe ss 


Senior Junior 





£3,987 £1,173 
2,000 


3,000 

—_ 5,666 
30,000 _— 

2,500 — 

5,000 — 


3,236 — 
— 12,500 





£47,723 £21,339 





Adjustments 


. £12,961 


4,377 
4,001 


£21,339 


Total 


£5,160 
5,000 
5,666 
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Assets 
Current Assets .. .. .. £15,173 £12,961 — £28,134 
Fixed Assets .. .. .. 16,050 4,377 — 20,427 


Shares in Junior Ltd... 12,500 — 12,500 — 
Seodwill.......... 4000 4,001 — 8,001 


£35,223 £21,339 §=£12,500 £12,500 £56,562 











and would be presented as follows: 


Consolidated Statement of Assets and Liabilities (incorporating the Balance 
Sheets of Senior Company Ltd. and Junior Company Ltd. as at June 30, 1942) 
Liabilities Assets 
Current Liabilities . .. .. £5,160 Current Assets . .. .. .. £28,134 
Provision for Taxation .. ,000 Fixed Assets .. .. .. .. 20,427 
Outside Shareholders (be- Goodwill .. .. .. .. .. 8,001 
ing the amount attributed 
to shares of Junior Ltd. 
not held by Senior Ltd.) 5,666 
Paid-up Capital .. .. .. 30,000 
Share Premiums .. .. .. 2,500 
aie feelin. alll I ae 5,000 
Profit and Loss Appro- 
priation Account .. .. 3,236 


£56,562 £56,562 


Note—lIf desired, the share premium £2,500 may be deducted from 
goodwill. 


The answer to the second part of this question, i.e., the preparation of a 
consolidated profit and loss account, involves consideration of four main 
points, viz.— 

(A) Treatment of the opening balance of the subsidiary. 

(B) Treatment of dividends paid by the subsidiary. 

(C) Adjustment of unearned profit on stock purchased by the subsidiary 
from the holding company. 

(D) Treatment of the final balance of the subsidiary. 


(A) Treatment of opening balance of the subsidiary 

The holding company and the minority shareholders in the subsidiary are 
interested in the accumulated profits of the subsidiary company at June 30, 
1942, in the proportions of three-fifths and two-fifths. The holding company’s 
interest, viz.—£699, was purchased by it when the shares were acquired. 
«In a consolidated statement it is set off against “investment in subsidiary.” 
Therefore the holding company’s interest in the opening balance must be 
eliminated from the profit and loss account. The interest of the minority 
shareholders, however, will still be included and the opening balance of the 
consolidated profit and loss account will read: 


July 1— 
By balance brought forward . ee 


By balance brought forward—Minority interests 466 
—— £3,702 


——_ 
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(B) Dividends paid by the subsidiary 

The dividends paid by the subsidiary include a final dividend distributed 
from profits accumulated at June 30, 1942, and an interim dividend from 
profits of the current year. 

The distribution from accumulated ‘profits must be treated by the holding 
company in reduction of its investment in the subsidiary, while the payment 
of the interim dividend by the subsidiary is offset by its receipt in the 
holding company: so that this portion of both dividends paid is eliminated 
from the profit and loss account, and only the minority shareholders’ portion 
of dividends will appear in the profit and loss account. 


(C) Adjustment of unearned profit on stock purchased by the subsidiary 
from the holding company 
The profit of the holding company is over-stated because portion of the 
goods sold by it during the year are still held by its subsidiary. Consequently 
an adjustment should be made reducing the amount by three-fifths of the 
profit on this stock. The consolidated profit for the year will therefore be 
arrived at as follows: 


lL gO a 
oy eae ers 
aa .. £3,820 
Less U nearned Profit—three- fifths of £600 . sg 360 
0 8 Fe ee ee ae eee 


(D) Treatment of the final balance of the subsidiary 

Two-fifths of the closing balance in the subsidiary company’s profit and 
loss account represents the minority shareholders’ interest, and it should be 
shown in the consolidated profit and loss account as such. This amounts 


to £326. 
Having settled these points we may now draft the consolidated profit and 


loss account, as follows: 
Consolidated Profit and Loss Statement for Year ended June 30, 1943 





1943 1942 
Feb. 28— July 1— 
Interim Dividend Paid .. ..... £580 Balance brought for- 
June 30— ward . ‘ £3,236 
etary Wels .. cs as as ws 700 Balance brought for- 
Provision for Tawation . ©. .. 2,250 ward — Minority 
Balance carried forward £2,106 Shareholders’ Inter- 
Balance carried forward ~~ iia 
—Minority Sharehold- £3,702 
ers’ Interest .. .. 326 Less Final Dividend Paid .. 1,200 
—— 2;432 ——— £2,402 
1943 
June 30— 
Trading Profit for Year .. .. .. 3,400 
£5,962 £5,962 
Notes 
(a) Final Dividend 
Paid by Senior Ltd. ie . .. £1,000 
Paid to Minority Shareholders in Junior ‘Ltd. 200 
—— £1,200 


— 
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(b) Interim Dividend 
4 Paid by Senior Ltd. .. .. .. £500 
é‘ Paid to Minority Shareholders in 1 Junior Ltd. sinc 
m —— £580 
(c) Subsidiary Company's Profit is divisible as followss 
“ en en ee WORE 6k ae ee oe os as as ce os BRD 
d E008 Deere. FOS kc 5 ve cs Sete cs os ED 
1. Provision for Taxation .. .. .. .. .. .. 750 
950 
y £350 
le Holding Company’s Share, three-fifths .. .. i. +e? Re 
ly Minority Shareholders’ Interest, two-fifths .. .. .. .. 140 
le deainitis 
ye £350 
The balance carried forward is capable of proof as follows: 
Senior Ltd. (including its interest in Junior Ltd.) 
nd a eee 
Profit for Year .. .. . . oe 
Share of Subsidiary C ompany 's Net Surplus for 
ik as Wa ae be oe CS ee ok. oe Sw Fee 210 
£5,966 
ees Vemmenes Peet .. oi... os es te os DD 
d EPC ee Se eee 
" ET SI oe 8 ee Se av Se at uu” 
“ Provision for Taxation .. .. .. .. .. 1,500 
, 3,860 
d Balance carried forward .. .. .. .. .. 2... we ee £2,106 
Minority Shareholders in Junior Ltd. 
2 8 i a as 
cc. a we 98 066% 40 we oe 0 140 
£606 
ED aie” ie !ee alec diya ier de. Kee 280 
Balance carried forward .. .. 2. 6. 15 e200 oe os 326 
Balance of Consolidated Statement carried forward . 
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Book Reviews 
Public Libraries 

Recent proclamation of the financial clauses of the New South Wales 
Library Act means that Municipal and Shire Councils in this State can now 
operate libraries under this important legislation. 

The setting up and smooth working of these libraries throughout the State 
is dependent upon good management and sound finance. A recent publication, 
Public Library Finance and Accounting, with Edward A. Wight as the author 
(American Library Association, Chicago, Publishers) has therefore reached 
Australia at an opportune time. 

Most of the 6,000 public libraries in the United States spend less than the 
equivalent of £1,200 per annum, but expenditure ranges up to as much as 
the £600,000 and over of the Chicago Public Library. In 173 cities witha 
population of 10,000 to 100,000, ninety per cent. of the income required to 
operate the library is supplied by the local government authority concerned. 

In compact form, the handbook includes chapters on sources of income, 
preparation of the budget and its operation, library and cost accounting, 
together with a glossary of accounting terminology, selected bibliograpliy and 
a comprehensive index. W. Bruce RAINsForp. 


Supplement to Ratcliffe and McGrath with J. W. R. Hughes The Law of 
Income Tax (The Commonwealth) by C. M. Collins, B.a., Lvs. 

This Supplement brings up to date the parent work which was published 
in 1938. Since then the law relating to income tax has undergone great 
changes, too numerous to mention. The amendments covered in the 
Supplement include Pay-as-you-go Taxation and all other changes made by 
Act. No. 3, 1944, assented to on April 3, 1944. Decisions of the courts and 
of the Taxation Board of Review are incorporated and should help to clarify 
the meaning of many sections difficult of interpretation. 

The Supplement is priced at £1/1/-. 


Facts About Cheques, by Gordon Griffiths. 

This little handbook, which is priced at 1/-, gives in concise form all the 
main facts relating to cheques, including a short history of the Development 
of the Cheque System, the Clearing-house, Bankers’ Procedure, Endorse- 
ment and Crossing of Cheques, and other information which should be known 
by all those who handle cheques. 
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